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Request

The Committee has requested information on two options -- increasing employer
contributions and issuing general obligation (GO) bonds -- to reduce the amortization
period of unfunded actuarially accrued liabilities (UAL) in the Public Employees’
Retirement System (PERS) and the Teachers' Retirement System (TRS) to 30 years.

Information Sources

In preparing this response, | have obtained information from different sources,
including:

» the staff of the Legislative Audit Division;

» the Teachers' Retirement System, State of Montana: Actuarial Valuation, 7/1/06;

« the fiscal note for HB 159;

« the Comprehensive Annual Financial Report, MPERB, June 30, 2006;

« the Comprehensive Annual Financial Reports, TRB, 6/30/2006, and 6/30/2005;

» the staff of the MPERA.

| have presumed that all of the information is accurate. Using different combinations
of the information, | have reported or constructed five scenarios that assess the
implications of increasing employer contributions and of issuing GO bonds. For
convenience, | have labeled the scenarios as 0, 1, 2, 3, and 4.

Limitations

Some of the data obtained is traceable to primary sources and verifiable; other data
is taken at face value. Some of the data was compiled or reported in 2005 or earlier,
but most was compiled or reported in 2006. Both factors--source and timing--can affect




Important Considerations

Accuracy and precision

At first glance of the information in the Composite Table (appended), a reader might
be--should be--struck by the differences in the estimated savings of bonding over
increasing contributions. Some $85 - $120 million in savings is probably enough to
pique interest, but $840 million could be the colloquial "no brainer".

However, as one drills deeper into the data, calculations, findings, and conclusions,
it becomes questionable whether $840 million savings is really to be had. With the
magnitude of the numbers and amounts under scrutiny, small differences in data points
and assumptions can have significant implications for the results of calculations. The
following table illustrates the implications of small changes.

Change of Cost over 30-year Term
of Bonds ($ million)

A Change of: Low High Difference
1 basis point in the employer PERS contribution rate* | $0.195 | $ 5.206 $5.011
1 basis point in the employer TRS contribution rate 0.132 3.422 $3.290
1 basis point in PERS bond interest % 0.594 0.616 $0.022
1 basis point in TRS bond interest % 0.916 0.982 $0.066
$1 million in PERS bond principal 1.988 | 2.158 $0.170
$1 million in TRS bond principal 1.988 2.158 $0.170
1 basis point in wage growth (PERS) 1.065 1.131 $0.066

The timing of the payoff

Stipulating the reasonableness of the assumptions underlying each of the scenarios
at the time each was prepared and simply assuming the accuracy of the calculations, it
is notable that, although there are savings under each scenario, when the savings
occur varies considerably.

* A basis point equals 1/100 of 1%. Therefore, an increase of 1 basis point in, e.g., a 2% employer
contribution rate would result in an employer contribution rate of 2.01%.
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For example, under scenario 0, the annualized amount of increased employer
contributions exceeds the annualized amount of bond payments early in the 5th year
following the increase in employer contributions and issuing the bonds. By midway
through the 9th year after implementation, the accumulated savings from bond
payments over accumulated increased employer contributions turns positive and grows
rapidly. The "net benefit" begins to accrue to taxpayers in just over 9 years.

In contrast, under scenarios 1 through 4, the annualized amount of increased
employer contributions does not exceed the annualized amount of bond payments until
the 13th year (at the earliest, under scenario 2) and the accumulated savings from bond
payments over accumulated increased employer contributions doesn't turn positive until
midway through the 24th year (at the earliest, under scenarios 2 and 4).

Allocating the cost

Another important consideration is allocating the cost to reduce the amortization
period of the UAL in the PERS and TRS. As used here, "allocation" refers to the
source of funds and to the level or unit of government.

The debt service for state-issued GO bonds is customarily paid by a statutory
appropriation from the state general fund. The state general fund is composed of state-
sourced general revenue and therefore, the bulk of money to pay the debt service
comes primarily from Montanans paying taxes, fees, etc., to the state.

In contrast, employer contributions are paid from funds more generally available to
covered employers -- state and local general funds, state special revenue, district and
special district revenue, federal revenue, et al. -- that is used to pay for personal
services in different programs and in different levels or units of government.

One might be tempted to ask, "What difference does that make? It all comes from
the same taxpayers, doesn't it?"

Well, not quite. In the state budget, for example, approximately 40% of personal
services costs (wages, salaries, and benefits) is paid for with state general fund. The
remaining 60% of personal services costs are paid by non-general funds.® Additionally,
approximately one-half of the membership of PERS is employed by governmental
entities that are not the state and nearly all of the TRS membership is employed by
non-state governmental entities. Paying for state-issued GO bonds is typically the sole
responsibility of the state general fund. Paying increased employer contributions is the
responsibility of the employer from whatever funds are available to the employer.

® Source: Legislative Fiscal Division staff. Similar comparisons or ratios for local governments, K-12
schools, and the university system are not readily available.
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Therefore, the burden of paying the cost of increased employer contributions is
spread far wider than the burden of paying the debt service on state-issued GO bonds.

Conclusion

In analyzing the cost of increased employer contributions and the cost of GO bonds,
the variable data and assumptions on which calculations are based can have significant
implications for the estimates generated. The general accuracy of the data is critical,
but the precision of the data also has some bearing on the ultimate results that form the
basis for consideration and, hence, public policy.

As a means to reduce the amortization periods of UAL in the PERS and TRS to 30
years, the total cost of issuing and repaying GO bonds is probably less than the total
cost of increasing employer contributions. That said, the "savings" from issuing bonds
versus increased contributions occurs relatively late in the 30-year term of the bonds.

Additionally, the "savings" from bonding does not accrue primarily to the state
general fund. Rather, the savings from bonding accrue to employers and programs
whose funding comes from sources other than the state general fund. These
employers would include state agencies that depend largely on federal or other state
non-general fund revenue (Department of Public Health and Human Services,
Department of Labor, Department of Transportation, Department of Fish, Wildlife, and
Parks, et al.), elementary and secondary schools, municipalities, counties, myriad
special districts or special levies, and the university system, among others.
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